III. THE THREAT OF PASSIVE INVESTING
I. INTRODUCTION In the past few years, millions of investors have abandoned actively managed mutual funds (active funds) in favor of passively managed funds (passive funds). This past year alone, investors withdrew $340 billion from active funds (approximately four percent of the total) while investing $533 billion into passive funds (growing the total by nine percent).' This historically unprecedented shift in investor behavior has generated a flurry of news coverage, with articles proclaiming that index funds "are eating the world." 2 The rise of passive investing is good news for investors, who benefit from greater diversification and lower costs. But the implications for corporate governance are less positive. Unlike active funds, which pick stocks based on their performance, passive funds-a term that includes index funds and exchange traded funds (ETFs)-are designed to automatically track a market index. For this reason, this Article contends that the growth of passive funds has the potential to distort and dampen the market for corporate influence. Participants in the market for corporate influence-generally institutional investors and activist hedge funds 4 -use the influence that accompanies their large ownership concerns about governance distortions.6 But the rapid growth of passive investing is predicted to continue, and already some S&P 500 companies have passive fund ownership in excess of 20%. Moreover, the institutional investors that dominate the passive fund market-Vanguard, BlackRock, and State Street Global Advisers-already have a substantial voice in corporate governance. Together, the "Big Three" are the largest shareholder of 88% of major U.S. companies. 7 In other words, the institutional investors that favor a passive investing strategy are beginning to crowd out the active investors. So long as institutional investors house passive funds and active funds under the same roof, the passive funds may be able to free ride off of information generated by active funds when there is investment overlap. But active funds invest in a smaller number of companies than passive funds and so overlap is not guaranteed. Additionally, as assets continue to flow out of active funds, there will be even fewer common investments, as well as less information generated by active fund managers.
There is another reason to suspect that passive fund ownership will soon approach a problematic level: the optimal amount of active participation in governance is likely to be greater than the amount that is necessary to keep stock market pricing efficient. If a few active funds police the market for underperforming stocks and use that information to inform trading decisions, stock prices will rise and fall with company value. But a small percentage of informed investors cannot control governance outcomes. If passive funds own only 51% of a company's stock, they will be able to unilaterally detetmine the success of shareholder proposals, proxy contests, and hedge fund activism, even in the face of total opposition from informed investors. Even with less than absolute voting control, passive funds could still substantially affect corporate behavior. 9 This means that governance distortions will appear long before stock price inefficiencies do. The legal literature has thus far focused on a different problem associated with the rise of passive investing, and institutional investing more broadly-the potential for anticompetitive behavior that arises when institutional investors own large stakes in rival firms in oligopolistic industries.
The theory is that managers of highly diversified institutional investors may pressure portfolio company management to refrain from aggressive price competition that would harm their other horizontal investments.
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This Article provides an alternative explanation: rather than inducing companies to collude, passive fund managers are not doing enough to push management to maximize shareholder welfare. In oligopolistic industries, management may respond to the lack of shareholder discipline with the path of least resistance: tacit collusion.12 In more competitive industries, we can expect other problems: inflated executive compensation, reduced productivity and growth, and inefficient acquisitions, to name a few. For that reason, the scope of the problem is potentially much larger than the legal literature has recognized because it extends beyond companies in oligopolistic industries, and concerns all companies with a high concentration of passive ownership, which is a large and growing segment of the U.S. market.
In linking passive investing and governance distortion, this Article makes four novel contributions. First, it redeems the oft-criticized institutional investor as an important participant in the market for corporate influence. It shows that there is a difference between institutional investors that favor an active management strategy and those who take a passive approach to investing and supports this observation with a description of mutual fund activism. Second, it solves a puzzle that has perplexed some corporate law scholarswhy passive funds have failed to act as seriously engaged owners in spite of the fact that their buy-and-hold investment strategy gives them an interest in the long-term health of portfolio companies. In so doing, the Article develops a theory describing the acute incentive problems that prevent passive funds from participating thoughtfully in governance. Third, the Article shows how the rise of passive investing may exacerbate agency cost problems at corporations, with the potential to create billions of dollars in social welfare losses.
Finally, the Article offers a novel policy proposal for lawmakers: restrict truly passive funds from voting at shareholder meetings. By diminishing the role of passive investors in governance, this rule would not only reduce the risk of distortion, but also preserve the voice of informed investors as a force for discipline. In addition, there is a compelling legal rationale for such a restriction. Passive funds lack governance expertise and firm-specific knowledge, and so a thoughtful voting strategy would increase costs without meaningfully improving portfolio returns. Thoughtless voting is also likely to harm investors, as well as other shareholders, especially as passive funds grow in size and influence. In other words, pursuit of either approach would put the passive fund at risk of breaching its fiduciary duty to act in its investors' best interests. A law restricting passive funds from voting, therefore, would make both investors and fund managers better off.
This Article proceeds as follows: Part II maps the rise of institutional investor ownership and the role that it has played in controlling agency cost problems created by the separation of ownership and control. Part III details the dramatic and historically unprecedented rise of passive investing. It then describes the incentive problems facing passive funds and shows how the structure of institutional investors that favor a passive investment strategy reflect those incentives. It contends that the rise of passive investing will increase agency costs and distort corporate governance, both by decreasing the frequency and efficacy of governance interventions by informed investors and increasing the likelihood that ineffective or detrimental interventions will succeed. It discusses evidence showing that passive investing is already beginning to affect firm governance at companies with a large concentration of passive fund ownership and contends that these distortions will grow more severe in the future. Part IV proposes several policy reforms that would restrict or limit the voting power of passive funds. It also explains why reforms aimed at incentivizing actively managed funds to take an active role in governance would be less effective than restricting passive funds from voting. Part V concludes.
II. AGENCY COSTS, INSTITUTIONAL INVESTORS, AND THE MARKET FOR CORPORATE

INFLUENCE
Controlling agency costs has been a focus in corporate legal scholarship since at least the 1930s, when Adolph Berle and Gardiner Means first highlighted the agency problem created by the separation of ownership and control.14 Berle and Means posited that collective action problems would prevent dispersed shareholders from optimally monitoring management. Knowing this, entrenched management would do just enough to satisfy shareholders and retain the residual benefits of management for themselves. 15. Id. at 82-83.
16.
The term "institutional investor" encompasses institutions with very different structures and incentives. First, there are for-profit asset managers, some of which are publically held, such as BlackRock. Rock, supra note 5, at 6. Second, there are "mutual" and nonprofit management companies, including Vanguard, whose management company is owned by Vanguard funds and is thus indirectly owned by Vanguard investors. Id. at 7. Third, there are public-employee pension funds, such as CalPERS, whose boards are appointed by politicians or directly elected by voters. Unsurprisingly, these funds are generally responsive to political pressure. Fourth, there are union-related funds, including the AFL-CIO, which typically pursue a labor agenda. Id. This Article focuses on the first and second types of investors, which have been the primary drivers of the growth in institutional investing.
Hedge funds are also institutional investors. Hedge funds are privately organized investment vehicles that are not widely available to the public and thus mostly operate outside of securities regulation. The typical hedge fund manager has strong incentives to generate positive returns because his or her pay depends primarily on performance. See Alon Bray et al., Hedge Fund Activism, Corporate Governance, and Firm Performance, 63 J. FIN. 1729 , 1735 (2008 . Hedge funds can be "activists," identifying problematic companies ex ante and then making strategic interventions, or they can take an ex post approach to governance like mutual funds and pension funds. Because of their ex ante investment strategy, this Article excludes activist hedge funds from the institutional investor category.
of this growth: in 1980, they owned $70 billion in assets, and in 2009, that number was up to $7.2 trillion.
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Initially, the increasing concentration of the shareholder base was lauded as the solution to the agency cost problems created by the separation of ownership and control. 20 In theory, an investor with a large ownership stake in a company should have strong incentives to monitor and discipline management because less of the benefit of monitoring will be shared. In addition, because of their large ownership positions, institutional investors should be less likely to use "exit" as a disciplinary tool because selling shares en masse would depress the stock price and cause the firm to incur greater losses. For that reason, the scholarly consensus was that large institutional investors would increasingly use "voice" to discipline management. But institutional investors failed to live up to these high expectations.22 In the first place, proxy voting data seems to confirm that institutional investors take a passive approach to governance. During the 2007 to 2009 proxy seasons, for example, mutual funds proposed only 4.5% of all shareholder proposals, and only 0.9% addressed corporate governance or performance issues.23 In addition, a recent study indicates that institutional investors rarely support other shareholder proposals and are very likely to support management proposals, voting against management only about 10% of the time.24 The fact http://ssm.com/abstract-2147757. Although there has been a sharp increase in retail ownership of equities in the past forty years-approximately 50% of United States households own stock, which is up 30% from 1977-equity mutual funds have been the source of this growth, and not the ownership of individual stocks. Gilson & Gordon, supra note 5, at 884.
19. Changes in federal retirement policy were responsible for the growth of institutional investing. See generally id. at 879; Rock, supra note 5, at 5. In 1974, after it came to light that a large number of pension plans were underfunded, Congress enacted the Employee Retirement Income Security Act (ERISA), which requires retirement plans to support any promised pension with segregated pools of assets. See I.R.C. § 41 1(a)(2)(A), To comply, companies diverted assets into pensions and retirement accounts that were then invested into the capital markets. Gilson & Gordon, supra note 5, at 879-80. Modem portfolio theory also played a role in the growth of institutional investing by increasing investor demand for highly diversified investment vehicles. According to Markowitz's theory of the efficiency of mean-variance investing (the precursor to modem portfolio theory), diversification improves risk-adjusted retums, and the larger the portfolio, the greater the diversification. Moreover, because secondary markets in mature equities are highly efficient, research that adds value is expensive and its fixed cost is best spread across large portfolios. These insights were a boon to the mutual funds and index funds offered by institutional investors. that hedge fund activism has skyrocketed in the past ten years also indicates that institutional investor stewardship has been less than perfect. If institutional investors were optimally monitoring management, successful activist interventions that generate sustained increases in firm value would not be so common.25 Two explanations for institutional investors' passive approach to governance have been offered. First and most importantly, the structure of the mutual fund industry creates a new collective action problem: a fund that invests in governance will bear the costs, but share the benefits with competitor funds. 26 And because mutual funds compete against each other on the basis of relative performance-i.e., how the fund performed relative to its industry peers-those funds that invest in governance and stewardship will find themselves less desirable than their rival funds. Second, certain interventions require the fund to navigate a complex regulatory web, further increasing costs of governance interventions.27
But in spite of these incentive problems and transaction costs, this Article argues that institutional investors play a vital role in reducing agency costs, a role that has been underappreciated. In the first place, the collective action problem facing active funds has been overstated. Actively managed funds need not have equivalent investments in the same Corporate Ownership, and New Financial Risk, 19 Bus. & POL. 298, 319-20 (2017) . Much has been written about the problems with institutional investor voting, including the degree to which it merely serves to amplify the voice of third party proxy advisors. See, e.g., Leo E. Strine, Jr., Toward Common Sense and Common Ground? companies as rival funds, and so an active fund can improve its relative performance by overweighting a stock and then investing in governance.28 Of course, some of the benefits of intervening will be shared, the active fund still has a strong financial incentive to use voice as a disciplinary mechanism for investments that make up a large part of its portfolio (or rather, a larger part of its portfolio than that of its competitors).
By focusing on voting, the literature also has understated the mechanisms of institutional investor voice, as well as the expense. Active funds generate information about portfolio company underperformance as a byproduct of investing, and they put that information to work in a variety of ways. In addition to voting, fund managers can utilize three other inexpensive and effective disciplinary tools: they can (1) voice displeasure in conversations with management; (2) threaten to sell some of their stock; or (3) tip off or otherwise support activist hedge funds. And there is evidence that institutional investors use these tools regularly and effectively.
As for the first tool, institutional investors have increasingly forgone activism at the ballot box in favor of communications with management, or "engagement," which is more effective than proxy voting, though much harder for outsiders to observe and measure.29 A recent study documents widespread behind-the-scenes intervention by institutional investors.30 In this study, most institutional investors indicated that they use the proxy machinery only after informal communications fail, which would explain some of the dismal proxy voting records.
3 1 Another study reveals that fund analysts regularly meet and converse with management during one-on-one meetings at road shows, conferences, investors' offices, and firm headquarters.
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There is also evidence that informal communications with management are quite effective. In a study conducted in 1998, researchers evaluated correspondence between the Teachers Insurance Annuity Association-College Retirement Equities Fund (TIAA-CREF) 28. Indeed, improving the governance of overweighed companies will help the fund win the "tournament" for investor assets, which resembles a "winner-take-all" tournament because the highest-performing fund will reap substantially higher inflows in subsequent quarters. Second, there is evidence that institutional investors can and do use the threat of exit as a disciplinary tool.36 One study of institutional investor engagement reports that funds commonly use the threat of exit in conversations with management and that such threats are successful in securing desired changes 40% of the time. 37
Third, and finally, institutional investors increasingly collaborate with other investors to influence management.
The most important form of collaboration is with activist hedge funds. These funds buy large stakes in underperforming companies with the goal of agitating for changes that would improve shareholder returns.
3 9 These interventions range from minor policy changes, such as instituting stock buybacks or dividend payments, to large-scale efforts, such as pressuring the company to sell itself or replace members of the board of directors. Because of their concentrated stakes in companies and compensation structure that allows managers to recoup a substantial fraction of the profits from an intervention, activist hedge funds have strong incentives to improve the value of their investment.
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As such, whether the activist hedge fund should be welcomed as a beneficial force for discipline or spurned as a corporate raider has been debated extensively. Critics, including the Chief Justice of the Delaware Supreme Court, contend that activist hedge funds push for policies skewed to their own short-term interests, without sufficiently weighing whether those policies create too little long-term investment or too much leverage and externality In spite of skepticism from academics and regulators, the empirical evidence generally shows a sustained increase in firm value following an activist intervention, as well as more innovation and improved firm performance.43 This may be because the activists who are willing to bear the high costs associated with an activist campaign are those that will reap substantial gains from activism, perhaps because a company is very badly managed. And it may also be because of the involvement of institutional investors, which have become a "keel" for hedge fund activism.44
At the outset, an activist investor knows that it will be critical to secure the support of institutional investors if the campaign is to succeed. When an activist launches a campaign, it rarely purchases enough stock to control voting outcomes-for campaigns launched in Accordingly, activist hedge funds engage in rigorous investor analysis before deciding to target a firm. If the fund decides that there are too many unfriendly institutional shareholders, it is unlikely to intervene.48 If the fund chooses to carry out the campaign, it will go to great lengths to make its case to large institutional investors, generally after it has alerted the market to its presence with a Schedule 13D filing. 49 The activist fund may also recruit other small hedge funds before or after the announcement in a phenomenon known as "wolf-packing." 50 Ultimately, the fund knows it is critical to secure the support of one or more institutional investors.51 Doing so will not only help the activist accumulate voting power, but will also signal credibility to other investors, making it more likely that they will join in supporting the activist campaign. [Vol. 43:3 The Case Against Passive Shareholder Voting As soon as the activist's Schedule 13D becomes public, however, management will begin a campaign of its own in an attempt to convince institutional investors that the activist's plan is short-sighted or problematic for other reasons. In fact, such lobbying may occur even before an activist intervenes-there is evidence that management views enhanced communications with large shareholders as an important defense to hedge fund activism. 53 Therefore, even though institutional investors are unlikely to take an activist position themselves, they play an important role in catalyzing hedge fund activist campaigns. And institutional investors will occasionally initiate an activist campaign by contacting hedge funds and informing them about underperforming portfolio companies in the hope that a fund will intervene. 54 For these reasons, management knows that when institutional investors are unhappy, there is a real risk of displacement. And the very threat of this partnership can be sufficient to induce management to focus on maximizing shareholder wealth. Institutional investors also discipline hedge fund activists: because of their voting power, they are able to block interventions that they deem to be detrimental to the longterm health of the company. Accordingly, activists have begun to adjust their tactics to match the priorities of institutional investors. For years, hedge fund activists had focused on pushing for changes in business strategy, balance sheet changes, divestitures, or selling the company.56 The more recent trend in proxy contests is to focus on board-related governance issues-issues that mutual funds favor-and balance sheet campaigns have fallen by the wayside.
5 7 More study is required to determine whether the presence of institutional investors is responsible for this shift and whether these changes have benefitted shareholders. But perhaps some of the evidence indicating that hedge fund activist interventions generally increase firm value can be explained by institutional investors, who are unlikely to support changes that do not benefit their long-term investors. In sum, although institutional investors' incentives are imperfect, there is evidence that the presence of large, sophisticated investors with a financial interest in the long-term health of portfolio companies has become an important corporate governance safeguard.
III. THE THREAT OF PASSIVE INVESTING
We are entering a new investment era brought on by the rise of passive investing that has changed the corporate landscape once again. And the concentration of assets in passive funds will create a far greater agency problem than has been previously encounteredshareholders will be ceding control to investors with no financial incentive to invest in monitoring management or securing good governance.
This Part begins by documenting the steep increase in assets invested in passive funds. It then describes the acute incentive problems facing passive funds and presents evidence supporting the theory that passive investing has the potential to distort corporate governance and worsen agency costs at public companies.
A. The Rise ofPassive Investing
Passive funds are funds whose investment securities are not chosen because of their performance, but are instead automatically selected and weighted to match an index or other subset of the market. Passive funds include index funds and ETFs, both of which seek to replicate stock indices while minimizing expense ratios. Although passive fund managers may initially exercise some judgment in creating the fund by setting the philosophy of their portfolio and then determining how to track the index, the fund's trading decisions are largely automated. For this reason, passive funds generally charge much lower fees than active funds. 58 Passive funds have been around for a while-the modem index fund was launched in the mid-1970s by John Bogle,59 the founder of the Vanguard Group-for over forty years, academics have touted their benefits for investors.60 Studies comparing active and passive funds likewise indicate that the majority of active funds have not been able to consistently generate higher returns than benchmark indices such as the S&P 500.61 When they do, any [Vol. 43:3 increase in returns is often eaten away by higher management fees.
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But only very recently have investors embraced passive investing, and they have done so wholeheartedly. Between 2008 and 2015, investors sold holdings of actively managed mutual funds worth rough 1 $800 billion, while at the same time buying approximately $1 trillion in passive funds. This past year alone, investors withdrew $340 billion from actively managed funds and invested $533 billion into passive funds, increasing the total amount of assets invested in passive funds by 9%.64 Assets under management in passive funds now represent $4 trillion, or 34% of the U.S. mutual fund market, up from just 4% in 1995.65 And in the past ten years, the share of total U.S. market capitalization held by passively managed funds has quadrupled to more than 8%, or 12% of the S&P 500.66 This account leaves open the possibility that some actively managed funds will beat the market . .. Much, however, conspires against the average investor picking out consistently above-average performers. Investing in an actively managed mutual fund is betting on one horse in a very crowded field .. . According to one study, over a fifteen-year period, 84% of actively managed mutual funds failed to yield returns in excess of the stock market as a whole."). [Vol. 43:3fund fees, 77 has encouraged investment advisors begin moving IRA assets-which represent $7 trillion-out of actively managed funds and into passive funds.
63.
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The surge in demand for passive funds has benefitted some institutional investors more than others. That is because the passive fund industry is remarkably concentratedBlackRock, Vanguard, and State Street (the "Big Three") together hold 70% of the ETF market.
79 Index fund market share data are not publically available, but recent estimates put Vanguard as holding 75% of the market.
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As a result of the growth of passive investing, the Big Three have become significant players in governance. In 2015, the Big Three together constituted the largest owner of nearly 90% of public companies in the S&P 500, which is up from 25% in 2000.81 When considering all listed companies in the U.S., together the Big Three were the single largest shareholder at least 40% of the time.82 In 2016, passive funds from just one managerVanguard-controlled 5% or more of shares in 468 companies in the S&P 500. Ten years ago, the number of companies was only three.
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Although the cause of increased demand for passive funds is benign, some financial commentators have predicted that the growing concentration of assets in the hands of passive investors may have harmful market effects. One worry is that passive investing will increase investor herding behavior and lead to more correlated market movements, exacerbating the pro-cyclicality of financial markets.84 A related concern is that widespread passive investment will reduce stock market pricing efficiency because certain companies, such as those listed on the S&P 500, will always have a ready market for their shares. Moreover, stock in companies that are not listed on an index may have fewer The legal literature has generally focused on a different problem created by the rise of institutional investing-the prospect for anticompetitive behavior by institutional investors with large ownership stakes across competitor firms. Sparked by empirical research showing that common institutional ownership is correlated with higher prices in at least two concentrated U.S. industries, Eric Posner, Fiona Morton, and E. Glen Weyl, as well as Einer Elhauge, have asserted that institutional investors may pressure managers to refrain from aggressive price competition because of their substantial interests in rival companies.
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The next Part provides an alternative explanation-the problem is not that institutional investors are pressuring management to compete less aggressively, but that a growing share of the market is not doing as much to monitor and discipline management. When those passive investors do intervene, they will pursue an unthinking and automated approach to governance that is unlikely to be in the company's best interest. And if this trend continues, the scope of the problem is potentially much larger than the threat of anticompetitive conduct because it extends beyond companies in oligopolistic industries, and concerns all companies with a high concentration of passive ownership, which is a large and growing segment of the U.S. market.
B. Passive Investing and Corporate Governance
A passive fund's goal is to replicate the performance of a market index, and so the fund's exit opportunities are limited. For this reason, one might suppose that a passive fund's incentives are closely aligned with those of its long-term investors. 90 Precisely because index funds do not sell stocks in their target index, those funds have a unique interest in corporations pursuing fundamentally sound strategies that will generate the most funds face acute collective action and agency problems that render their thoughtful participation in governance unlikely. Because a passive fund seeks only to match the performance of a market index-not outperform it-the fund lacks a financial incentive to ensure that the companies in their portfolio are well run.91 In the first place, a passive fund portfolio is highly diversified and therefore includes many more companies than the typical actively managed mutual fund. For example, an S&P 500 tracker fund (one of the more popular passive fund options) generally consists of 500 portfolio companies, more than five times the amount in the average actively managed mutual fund.92 This means that any investment in improving governance at a single portfolio company will be even less likely to impact the fund's overall performance.
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In addition, passive funds face an acute collective action problem because a beneficial governance intervention will improve the performance of all funds tracking the index. Unlike actively managed funds, which can modify the weight of a portfolio company based on its expected performance and out-compete rival funds with strategic investments in governance, passive funds hold stock in proportion to the company's weight on a market index. A passive fund that invests in governance, therefore, would improve the performance of all rival passive funds in equal measure. Moreover, investing in governance would also benefit active funds-in fact, active funds are able to reap even greater benefits from the passive fund's investment because they can overweight the target company upon learning about the intervention. In other words, any investment in governance would benefit competitor funds while simultaneously driving up the passive fund's costs. Therefore, unless the intervention were costless, it would be certain to harm the passive fund's relative performance.
But thoughtful interventions are especially costly for passive funds, which generally lack local knowledge-'knowledge of people, of local conditions, and of special durable wealth for stockholders. Index fund investors do not benefit by bubbles that burst. Index fund investors also have a more durable interest in the prospects of the corporations in the index than investors in actively traded funds. Actively traded funds turn over at a rate which makes it difficult to believe that their managers are basing their decisions on a genuine assessment of the corporations' long-term cash flow prospects as opposed to their speculation about where the market is heading.
91.
To understand the power of their commitment to the indexing strategy, consider that passive funds may refuse to tender into an offer to purchase their shares at a premium, even if they view the deal as beneficial, so long as the stock is still included in the index that the fund is tracking. That is because the gap between the offer price and the market price, as well as the gap in time between the tender and the squeeze-out, interferes with the fund's ability to track the index. 2006) . This Article expands the concept of a neutral shareholder to include highly diversified passive fund managers who lack any incentive to invest in improving the performance of the firms within the fund's portfolio.
circumstances"-of the firms that they invest in. 94 Because of its automated trading strategy, a passive fund does not monitor the fundamentals of companies in its broad portfolio. 95 The consequence of this passive approach to trading is that a proactive and informed approach to governance requires the passive fund to incur additional expenses associated with identifying underperforming companies, pinpointing the reason for their underperformance, and then determining the most effective way to intervene.96 This lowcost trading strategy also means that the fund will have to incur additional resources to evaluate shareholder proposals and governance interventions proposed by other investors. A passive fund that incurred these expenses would need to charge a higher fee, which would likely drive fee-sensitive investors to competitor funds.
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In sum, passive investing exacerbates agency and collective action problems associated with intermediated finance-although investors desire good governance, they are not willing to pay the fees necessary to secure it and would instead prefer to free ride on the investments of others. The same is true for passive fund managers, who will not invest in improving firm governance because any such investment will harm the fund's competitiveness. Therefore, unlike active funds, passive funds have no financial incentive to monitor management or invest in governance interventions. Or, as Bogle has explained, historically, index funds managers rationally believed that they should leave the performance of the companies in their portfolios to "the invisible hand of the marketplace." 98 Therefore, as demand for passive funds continues to fuel an influx of assets from active funds, it is likely that the market for corporate influence will experience two dramatic changes. First, a growing share of corporate owners will have substantially weakened incentives to monitor and discipline management or invest in improving governance. 522 (1945) . This is somewhat less true for index funds that sample firms in order to replicate the performance of an index-those funds may need to readjust their portfolio if one company begins to underperform relative to the industry. But even in that case, those funds would have no incentive to determine why the fund is underperforming and then expend resources to try to improve firm performance.
95. Vanguard has emphasized that the funds are able to charge low fees because they do not expend resources investigating individual companies or meeting with managers. 96. Moreover, the Big Three, by virtue of their very large stakes in many public companies, risk triggering Section 13(d) of the Exchange Act of 1934 when they intervene in company performance. Section 13(d) subjects investment managers with a 5% or greater investment in a company to extensive disclosure requirements. But so long as the investment manager does not exercise "control," which includes nominating directors and waging a proxy contest, they will be subject to much more limited disclosure requirements under Schedule 13G. The Case Against Passive Shareholder Voting Second, there is the risk that passive fund voting will do more harm than good. This is because passive fund managers will be especially likely to adhere to a low-cost, unthinking approach to governance, such as automatically voting "yes" to any shareholder proposal that meets pre-determined qualifications. Passive funds will also be especially likely to succumb to their serious conflicts of interest. Most prominently, they will have an incentive to vote with management-an important source of defined contribution plan assets, which are a large and growing pool of capital invested in index funds.
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Moreover, governance distortions associated with passive fund ownership will likely materialize well before stock price inefficiencies manifest. That is because the market for corporate influence requires more active participation to remain efficient than is necessary to keep the stock market's pricing efficient. If only a small number of investors actively trade based on information about the company, the stock price will incorporate that information. But a small number of active investors cannot so easily influence governance outcomes, meaning that governance inefficiencies arising from passive investing would arise much sooner.100
Consider the following example: Company Y is 51% owned by passive funds and those funds have internal guidelines that state that the funds will vote yes to any proposal that results in greater board independence. A shareholder files a proposal that purports to make the board of directors more independent by separating the CEO from the chairman. The passive funds lack firm-specific knowledge and thus do not know whether this controversial proposal would actually improve shareholder value. And yet, because passive funds adhere to their voting guidelines closely, the proposal will pass, even if all other active shareholders oppose it.io0
As another example, consider Company X, which is also 51% owned by passive funds. Informed investors have decided that Company X is underperforming and that an intervention would improve firm efficiency, but management will successfully oppose the intervention unless a majority of shareholders support it. Let us further assume that the intervention is not blessed by the passive funds' voting guidelines. Rather than expend resources to determine whether the intervention is beneficial, the passive fund manager , 2016) , https://www.gsb.stanford.edu/sites/gsb/files/publication-pdf/cgri-closer-look-58-independent-chair.pdf.
In fact, there is little evidence that separating the two positions really improves firm performance or govemance quality, and a recent study has found that forced separation due to shareholder pressure is associated with a decrease in market valuation and lower future operating performance. Two features of the passive fund industry dissipate some of these concerns. First, passive funds may be able to free ride off of information from active funds housed within the same institution. As of June 2016, Vanguard and BlackRock each had 19% of their equity assets under management invested in actively managed funds, while State Street had 3%. 102 And when an institution has investment overlap between active and passive funds, there is the possibility of beneficial information sharing that increases the likelihood of informed voting.
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As an example, last year, BlackRock's passive funds changed their vote on a high profile merger based on advice from active fund managers. The issue was a proposed $18 billion merger between professional-service providers Towers Watson and Willis Group. Towers Watson investors disliked the proposed terms: a package of cash and shares in the combined company worth less than Towers' stock price on the date the deal was announced. Yet the deal was expected to increase revenue and decrease costs for Towers Watson, meaning that shareholders would capture the upside from the deal later.104 Both ISS and Glass Lewis recommended a "no" vote (in a position that was called "shorttermist" by other proxy advisors) 105 and BlackRock's passive team initially agreed, but the institution's active fund portfolio managers supported the deal and eventually convinced their colleagues to do the same.106 And because of BlackRock's change of heart, the deal was approved by shareholders.
Information sharing can therefore reduce the risk of bad outcomes, but investment overlap between active and passive funds is not always guaranteed. This is because active funds invest in far fewer companies than passively managed funds. Moreover, as assets continue to flow out of actively managed funds, causing them to close or lay off investment analysts,1 07 there will be less generation of information and thus less beneficial spillover. 
The Case Against Passive Shareholder Voting
In addition, some institutions, including Vanguard, are increasingly outsourcing active management to third-party managers, meaning that it will be even more difficult to leverage information from active managers.lo0 The rise of passive investing, therefore, makes it increasingly likely that institutional investors will have a substantial passive presence in a company without guidance from active fund managers.
The second complicating feature of the passive fund industry is the fact that largely passive institutions, like many other large institutional investors, locate voting and engagement efforts for passive funds in a centralized corporate governance team. 109 In theory, a well-staffed group of engaged employees who are capable of thoughtfully directing fund votes and engaging with management would lessen many of the concerns identified in this Article. The following subsections describe what we know about the structure and governance efforts of the Big Three's governance groups, which indicate that they are not yet up to the task. They also discuss evidence indicating that the rise of passive investing may already be distorting the outcome of shareholder votes, as well as the substance of hedge fund activist campaigns.
]. Passivity, Voting, and Engagement
The Big Three advertise that their governance groups are active participants in firm governance, but a closer look induces some skepticism about these claims. 6, 2010), https://corpgov.1aw.harvard.edul2010/04/06/the-parallel-universes-of-institutional-investing-and-institutionalvoting/ [hereinafter Nathan, The Parallel Universes] (noting that many larger investment managers have staff dedicated to voting all portfolio companies' shares and that this staff "typically is entirely separate from the portfolio managers and reports either to the general counsel or senior compliance officer of the investment manager, not to the.investing function").
110. BlackRock, for example, explains that its engagement program "is focused on protecting and enhancing the economic value of the companies in which it invests on behalf of clients" through engagement with boards and management of investee companies. BlackRock, Global Corporate Governance and Engagement Principles, SEC understaffed: Vanguard employs fifteen people devoted to engagement and voting at about 13,000 companies based around the world, BlackRock employs about twenty people who work on governance issues at some 14,000 companies, and State Street employs fewer than ten people devoted to governance issues at around 9,000 companies.112 Put differently, each member of Vanguard's governance team is tasked with making governance decisions for nearly one thousand companies, even though Vanguard is likely to be one of the company's largest shareholders. Given the number of companies the engagement teams are charged with overseeing, simply voting the shares, without even considering how to vote them, is an enormous task.113 It would not be possible for teams of that size to prepare corporate governance reports, issue and evaluate governance guidelines, research and thoughtfully vote proxies, and also meet with management and the board. Accordingly, the engagement teams do not use an active voting strategy and instead promulgate voting guidelines and follow them closely.114 They also outsource voting decisions to proxy advisor services: BlackRock reports that its governance team relies on ISS and Glass Lewis to cast votes for routine matters and devotes close analysis only when those services have identified an issue.115 State Street and Vanguard similarly utilize ISS as a voting agent and a provider of research for certain proxy issues.
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In spite of the fact that there are no generally accepted best practices for governance, the Big Three have adopted nearly identical voting guidelines: each institution articulates a preference for director independence; some relationship between long-term company performance and executive compensation; and skepticism about anti-takeover provisions and major changes to the corporation, such as mergers, reorganizations, or changes to capital structure.
1 17 SEC regulations shed some light on the topics chosen for inclusion. In 2003, when announcing that investment managers have a fiduciary obligation to vote proxies responsibly and in the interests of their investors, the SEC provided guidance on appropriate topics for mutual fund voting guidelines:
The following are examples of specific types of issues [for] On the substance of each of these issues, the Big Three's voting guidelines generally follow recommendations from proxy advisors like ISS and Glass Lewis, which likewise embrace one-size-fits-all voting policies. 1 19 The Big Three closely adhere to their voting guidelines and are thus able to achieve lock-step consistency in voting across funds. At BlackRock in 2015, one of their funds did not vote along with the other funds in only 18 per 100,000 of shareholder proposals. 120 Likewise, at Vanguard, only 6 out of 100,000 proposals featured a fund voting differently than its other funds.121 State Street also showed a low level of internal disagreement, voting inconsistently in 195 per 100,000 proposals.122 By contrast, Fidelity (which has only 16% of its equity invested in passive funds) had internal disagreement in 3,144 of 100,000 votes.123 This higher degree of inconsistency is likely due to the fact that institutions with a greater share of active investments, like Fidelity, tend to give active fund managers freedom to cast the fund's votes, and different fund managers will reasonably reach different conclusions for controversial proposals or have varying perspectives based on the differing needs of their investors.124 And it indicates that the centralized voting strategy utilized by passive funds may not be in the best interests of all investors.
In light of their growing market share and uniform preferences, it is not surprising that the Big Three may already be influencing election outcomes. The first and only study to consider this issue shows that an increase in passive fund ownership is correlated with a higher likelihood of implementation of the shareholder governance proposals that are favored by the Big Three, including proposals that increase board independence, remove poison pills and other takeover defenses,125 and eliminate dual class structures. 126 We should be wary of this trend. Decades of scholarship have failed to generate consensus about what good governance is, concluding that it is endogenous to the particular firm. And there is reason to believe that one-size-fits-all governance solutions imposed across vastly different finns will make all firms worse off. For example, a recent study finds a statistically negative impact on stock price as the result of certain compensation changes made in response to comments from proxy advisory firms.127 Another study reports similar results after the implementation of stock option exchange programs recommended by ISS.
See Disclosure of Proxy Voting Policies and Proxy Voting Records by
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125. One could argue that passive funds strategically remove takeover defenses in the hope that the external threat of a takeover will discipline management and obviate the need for shareholder monitoring. But there are problems with this argument. First, a hostile takeover is a very expensive option-"only a badly mismanaged target can justify the typical 50% takeover premium." Black, Shareholder Passivity Reexamined, supra note 20, at 522. 
LAW. 685 (2010).
Large public companies are especially unlikely to be the targets of hostile takeovers in light of the expense and regulatory hurdles of purchasing control. Finally, purchasing control is often more than is necessary to correct a problem: for companies with competent managers who could benefit from closer oversight, a takeover is a disproportionate remedy and one that creates large disruption and transaction costs. Black, Shareholder Passivity Reexamined, supra note 20, at 522.
126. Appel et al., Passive Investors, supra note 66, at 4-5. This same study revealed that although institutions with a higher share of passive fund assets vote with management almost always, the number is slightly lower than it is for funds with a high percentage of assets in active funds. Id. But this result does not necessarily prove that passive funds are active voters-to the contrary, it is also consistent with the theory that passively managed funds follow their voting guidelines or defer to proxy advisors even when the better choice is to vote with management.
The study also found that an increase in passive ownership was correlated with a slight increase in a company's return on assets. Id. at 6. The authors suggest that this evidence indicates that passive fund ownership . Although Cremers and Curtis characterize "closet indexing," which occurs when active funds largely track an index with the exception of a few big bets, as an abusive practice, this Article shows that it may provide a benefit. If closet index fund managers are motivated to act as stewards of portfolio companies in order to determine which companies should be overweighted relative to the index, all investors will benefit from this investment.
In sum, the fact that active funds may also favor companies that are listed on indices may drive some of performance results found in the Appel study. But as investors continue to shift assets from active to passive funds, this protection may recede. But voting is only part of the story. As discussed, engagement is perceived by institutional investors to be the most important and effective way to influence and discipline management, but it is also the most resource-intensive. How do engagement efforts by the Big Three fare? Engagement is difficult to evaluate, but Vanguard and BlackRock both report the number of meetings with management annually: in 2015, BlackRock reported 1,421 engagements worldwide.129 About a third of these constituted engagements with U.S. companies, and only 13% were categorized as "extensive" (as opposed to "moderate" or "basic").130 Likewise, Vanguard reported 800 worldwide engagements, or "conversations," with management and directors (State Street does not report engagement data).
See generally
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These numbers appear high, but they indicate that the vast majority of portfolio companies-at least 12,200 in the case of Vanguard-were neglected. These engagement efforts are also dwarfed by those of institutional investors that favor an active investing strategy. For example, in 2015, Fidelity International, a small institutional investor with an active investment approach (not to be confused with Fidelity Investments, which does not report its annual engagements),132 reported 1,001 engagements conducted by its governance and engagement team.133 But that number does not include over 16,000 company meetings and visits by analysts and other employees as part of "the normal conduct of [their] business."l34 T. Rowe Price, a large institutional investor that invests only 8.9% of its assets under management in passive funds similarly reports that the majority of meetings are "driven by portfolio managers and supported by the expertise of ... industry-focused analysts," and that corporate engagements merely supplement due diligence meetings conducted by analysts in the ordinary course of investing.135
In other words, active fund analysts, not members of corporate governance teams, are the primary drivers of informal meetings and interactions with management. The rise of passive investing is therefore likely to affect not only proxy voting outcomes, but also the occurrence and efficacyl36 of investor meetings with management-perhaps the most important form of institutional investor influence.137 When that happens, fewer agreements will be reached in back room conversations; instead, investor influence, when it occurs at all, will come in the form of costly proxy contests.
Our Engagement Efforts and Proxy
Passivity and Hedge Fund Activism
As the composition of institutional investors moves toward passivity, in theory, those investors will also be less likely to serve as a keel to hedge fund activism.138 Recall that active funds generally have the incentive and ability to evaluate activist interventions and then catalyze those that are deemed beneficial, while refusing to support those that are not in the interests of their long-term investors.
Passive funds, again, are different. Even the most beneficial intervention will not improve the passive fund's relative performance, nor will it materially improve portfolio returns. Thus, a passive fund manager is unlikely to support an activist unless doing so is costless. But there are a few reasons to think that partnering with an activist would be expensive for passive funds. First, because passive funds lack information about the company and its performance, they would need to invest time and resources to evaluate the activist's proposal. Second, supporting an activist would cause the fund to incur the costs of interfacing with management and potentially participating in litigation.139
Third, a passive fund manager will likely worry that supporting an activist could jeopardize her relationship with the target company and put the fund at risk of losing corporate pension fund assets.1 40 Not only that, the company might be a client for the institution's investment services.141 And because securities law requires funds to disclose 136. In addition to being infrequent, engagement by passive funds is relatively ineffective because passive funds lack a credible exit threat: their indexing strategy often requires them to hold stock regardless of the company's performance. Indeed, the prospect of tracking error might even force passive fund managers to buy in situations where they would prefer to sell. See Bratton & McCahery, supra note 29, at 16. 137. As an example, Schwab's passive index management group refuses to set up an engagement program because the costs would vastly exceed the benefits. See Bioy & Bryan, supra 108, at 15 (summarizing Schwab's position that "it would be difficult to engage with companies in a consistent and scalable way and that there isn't a clear benefit to [passive fund] investors that would justify the expense"). As discussed, the Big Three take a different view, although they fail to meaningfully engage with the vast majority of the firms in their large portfolios.
138. In addition, the decline of actively managed mutual funds could make hedge fund activism more costly, as there will be fewer analysts identifying problematic companies and tipping off hedge fund activists.
Robert C. Pozen, The Role of Institutional Investors in Curbing Corporate Short-Termism, 71 FIN. ANALYSTS J. 81, 83 (2015).
140. As activist hedge fund manager William A. Ackman explained in a letter to investors, "corporate pension fund assets are one of the largest pools of capital invested in index funds. It does not help index fund managers win business from corporate America if they have a reputation for being an activist or if they support activists. In fact, the opposite is likely true. If their reputation is more for protecting incumbent management than for supporting activists, they are much more likely to garner assets from corporate pension plans than index fund managers who are known to vote against management." Letter from William A. Ackman, Pershing Square Capital Management, L.P., to Shareholders (Jan. 26, 2016), https://assets.pershingsquareholdings.com/2014/09/PershingSquare-2015-Annual-Letter-PSl-January- It is increasingly evident that management views close relationships with institutional investors as a primary defense against investor activism.144 Indeed, creating goodwill among institutional investors has become an increasingly important part of management's job.145 Passive funds make especially good targets for these efforts because the benefits of supporting an activist are almost non-existent.
Finally, passive funds might decline to support an activist for fear that doing so would harm other investments. As Posner and others have argued, institutional investors with large ownership positions in competitor firms could push management to compete less vigorously so as to maintain high profits.146 One might suppose that doing so would encourage activist hedge funds to target the colluding companies and agitate for a more aggressive business strategy or for a change in management. But passive institutional investors, which are most likely to have horizontal investments across competing firms, would have no interest in seeing the activist investor succeed because the increased competition would harm their other investments. In such a case, the passive funds could simply refuse to support the intervention under the theory that it was short-sighted.
For these reasons, if approached by an activist, a passive fund would likely choose to do nothing. 147 If the fund does support a hedge fund activist, it will likely do so for idiosyncratic, and perhaps even political reasons.
The problem, of course, is that passive funds are increasingly likely to determine the outcome of activist campaigns. And a world in which the success of activist interventions hinges on passive funds should be unwelcome to observers on both sides of the investor activism debate. Those who believe that activist interventions are harmful for companies and their long-term shareholders should be concerned that passive funds will support activist campaigns for reasons unrelated to their merits. By contrast, those who believe that hedge fund activists play an important role in disciplining management should fear that passive funds will often choose to vote with management or do nothing rather than take a chance on an intervention proposed by an activist.
The problem is not only that passive funds are more likely to be unwilling to serve as a keel to hedge fund activism. It is also concerning that hedge fund activists may tailor their interventions to satisfy the least informed investors.
There is some evidence that the rise of passive investing is already affecting the types of campaigns waged by hedge fund activists. A research team from Wharton conducted the only empirical research on this topic. In two studies, they isolate the effects of passive fund ownership by comparing companies near the cutoff point for being included in the Russell 1000 and the Russell 2000 indices.148 The first study found that greater ownership by passive mutual funds is associated with less hedge fund activism and a greater incidence of votes against activist shareholder proposals. 149 This was so despite the fact that a higher percentage of passive fund ownership is correlated with the removal of takeover defenses. 150 In a second study, which examined this question using a more recent dataset, the authors again found that companies with greater passive fund ownership were slightly less likely to be targets of activist campaigns than firms with less passive ownership (although the result was not statistically significant). 151 But they discovered a bigger change in the types of campaigns utilized by activists at companies with a higher concentration of passive funds: the study reported an increase in campaigns seeking board representation and a corresponding decrease in campaigns seeking policy changes such as increased dividends.152 The study also found that a higher level of passive fund ownership correlated with a higher number of proxy fights, as well as settlements culminating in a board seat for the activist. Of course, this is only the first empirical paper to consider this question,154 and it is still too early to say how exactly the rise of passive investing will affect hedge fund activism. But these results provide some preliminary evidence for the theory that passive investing will alter activist campaigns, and not necessarily for the better. The researchers interpreted the results as indicating that activist investors are more likely to utilize aggressive tactics and be successful in appointing new directors to the board when passive ownership increases. If true, it is concerning in light of the incentive problems facing passive funds, as well as anecdotal evidence indicating that passive institutions do not spend much time evaluating activist campaigns. It is also somewhat surprising because passive funds are less likely to support dissident directors in proxy fights. One theory that could explain these results is that activist hedge funds are aware that balance-sheet campaigns are likely to be viewed skeptically by passive funds. Therefore, the better strategy for hedge funds is to pick targets that would benefit from a board shakeup, a more intrusive and expensive endeavor, but one that may be consistent with the institution's voting guidelines and therefore more likely to gain the support of the passive funds. Another theory is that the threat of an expensive proxy contest will more likely induce management to settle with an activist when management has trouble engaging with and taking the temperature of the company's largest shareholders.
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In sum, there is reason to believe that the rise of passive investing will undermine the beneficial complementarity between institutional investors and activist hedge funds, although more time and research is necessary to determine how exactly these dynamics will play out.
IV. POLICY PROPOSALS
The flow of assets out of the hands of informed investors and into passive funds is likely to have adverse consequences for the market for corporate influence, shareholders, and the economy. Although precise quantification of this harm is beyond the scope of this Article, there is evidence to suggest that it would be substantial. A recent study finds that ownership by "distracted" institutional investors is correlated with a material reduction in stock price.
157 Specifically, companies with institutional investors who experience exogenous shocks to unrelated parts of their portfolio (and were therefore distracted) were more likely to announce diversifying, value-destroying acquisitions with stock prices 33% 48, at 554. It may also indicate that hedge funds are learning that their campaigns are more uncertain when companies have a high concentration of passive investors. 154. In addition, the instrumental variable used in the study-the Russell 1000/2000 cutoff point-has been used in various different settings. See, e.g., Boone & White, supra note 126, casting doubt on the authors' conclusion that the increase in passive investing is responsible for these effects. lower than the average announcement return, and 9.5% lower 36 months after deal completion.' 58 Those companies were also more likely to grant opportunistically-timed CEO stock options, cut dividends, and less likely to fire the CEO for poor performance. The companies that did not experience a takeover underperformed their industry peers by an average of 15 basis points per month.
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Research quantifying benefits from takeover activity also suggests that reduced constraints on management lead to large social welfare losses. Michael Jensen estimates that four-and-a-half years of takeover activity in the 1980s generated $40 billion in shareholder returns, excluding gains generated by actions undertaken proactively in an attempt to ward off takeover attempts.160 Since then, the market for corporate influence has eclipsed the market for corporate control as the primary mechanism for constraining management, suggesting that the weakening of an important force for managerial discipline will result in shareholder losses of a similar magnitude.
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Of course, passive funds are unlikely to give management complete freedom-some may choose to voice displeasure at the ballot box. But as mentioned, this could result in the implementation of uniform governance structures across widely divergent firms, which is also likely to harm shareholders. As just one example, a recent study found that the average risk-adjusted return for companies that followed proxy advisor recommendations when adjusting compensation was 0.44% lower than firms whose changes to compensation were unrelated to proxy advisor recommendations.162
Therefore, there is reason to fear that the rise of passive investing will result in substantial economic harm. McKinsey Global Institute has attempted to quantify the costs of a short-term mindset, observing that companies with a long-term focus (measured by the level of investment, as well as earnings quality and growth) have consistently outperformed their industry peers since 2001: average revenue and earnings growth were 47% and 36% higher for the firms with a long-term mindset. In addition, this study observed that firms with a long-term focus generated substantial social welfare gains: they added approximately 12,000 more jobs on average than their peers from 2001 to 2015. The authors calculate that U.S. GDP would have grown by an additional $1 trillion (and the economy would have generated more than 5 million additional jobs) if all companies had performed as well as those with a long-term perspective. The study also posits that the U.S. economy will give up another $3 trillion in GDP and job growth by 2025 if companies continue to focus on short-term performance. [Vol. 43:3 when the market for corporate influence loses a critical mass of active participants, and when the loudest voices are the least informed? Government intervention is necessary because the market distortion is the result of an acute collective action problem, a classic market failure justifying regulation. In addition, investors who care about governance have incomplete information: although investors are entitled to know about a fund's voting history, this information does not reveal much about the quality of the voting or the fund's other governance efforts. Moreover, passive funds have an incentive to exacerbate this information asymmetry between funds and investors because advertising that the fund plays an active role in governance will help the fund satisfy investors and attract additional assets. 164 There is of course the possibility that the market would self-correct in time. When harms from passive investing materialize, they will be felt most severely by passive fund investors. At that point, actively managed funds, which will have moved into different segments of the market, will begin to attract investors because of their higher relative performance.
But it would take time for investors to sufficiently correct market distortions; investors do not change behavior immediately, and instead wait until years of poor performance materialize into a visible long-term trend. If this sounds implausible, recall that academics have recommended passive investment vehicles for forty years and only in the past ten years have investors begun to favor them. 165 Without regulatory action, therefore, it is possible that millions of investors would experience social welfare losses for many years.
For these reasons, lawmakers would be wise to consider taking action to reduce the influence of passive funds in governance. Such action would be preferable to prohibiting or discouraging investors from investing in low-fee and diversified investment vehicles. From an investor's perspective, passive funds are generally superior to active funds, and recent regulatory reforms have adopted this point of view.166 But future reforms should not ignore the benefits that active investors provide for shareholders and the economy more broadly.
Instead, regulators could consider restricting truly passive funds from participating in governance, and specifically, voting in shareholder elections. The next Part proposes several policy recommendations that would diminish the influence of passive funds in corporate governance. It then demonstrates why these restrictions are superior to proposals that would encourage institutional investors to be thoughtful participants in governance.
shorttermism.vfinal-public.pdfsfvrsn=0.
164. See Bioy & Bryan, supra note 108, at 3 ("Facing mounting pressure from a variety of stakeholders, asset managers have little choice but to increase their level of engagement in the companies they invest in and better demonstrate their commitment to driving change for the better."); Id. at 10 ("A growing number of investors are also concerned about ESG issues and expect asset managers to address these matters directly with the companies they own. Virtually all surveyed managers have reported an increase in client inquiries about stewardship activities . . ."). Reg. 20,946, 20,946 (Apr. 8, 2016 ) (codified at 29 C.F.R. pts. 2509, 2510, and 2550).
A. Rethinking Passive Fund Voting
The primary governance problem created by the rise of passive investing is that passive funds wield sizeable influence in governance, and yet they have little incentive to use their influence to maximize firm value. In light of the fact that any investment in voting will likely generate higher costs than benefits for the fund, it is surprising that passive funds vote at all.
The answer is that most investment fund managers believe, wrongly, that they are required to cast proxy votes under SEC regulations. The origin of this misperception is relatively recent. Mutual and pension funds have been highly regulated since the enactment of the Investment Company Act of 1940, but for years, federal and state regulation was largely indifferent to their voting and governance activities.167 By the 1970s, however, as the growth of institutional ownership portended a new governance dynamic, the SEC began to take the position informally that investment funds had a fiduciary duty to vote their shares in accordance with the best interests of their beneficiaries.168
On January 23, 2003, the SEC solidified this position by adopting a rule mandating that investment fund advisors disclose their votes, as well as their policies and procedures for voting, in corporate elections. In the adopting release to the rule, the SEC explained, "the investment adviser to a mutual fund is a fiduciary that owes the fund a duty of . . . good faith. This fiduciary duty extends to . .. the voting of proxies relating to the fund's portfolio securities."
1 69 This rule was widely interpreted as mandating that mutual funds vote all of the shares of their portfolio companies. As a result, large asset managers, including the Big Three, generally do so. But the law has never required investment advisers to vote all portfolio shares on all matters. Recently, the DOL categorically rejected that position in an interpretation of the application of ERISA fiduciary standards to the exercise of the shareholder franchise:
The fiduciary duties described at ERISA Sec. 404(a)(1)(A) and (B), require that, in voting proxies . . . the responsible fiduciary shall consider only those factors that relate to the economic value of a plan's investment and shall not subordinate the participants and beneficiaries to unrelated objectives . . . . If the responsible fiduciary reasonably determines that the cost of voting (including the cost of research, if necessary, to determine how to vote) is likely to exceed the expected economic benefits of voting, or if the exercise of voting results in the imposition of . . other restrictions, the fiduciary has an obligation to refrain from voting. REv. 1419, 1461-62 (2002 [Vol. 43:3 The Case Against Passive Shareholder Voting
The SEC has taken a similar view, explaining: "We do not suggest that an adviser that fails to vote every proxy would necessarily violate its fiduciary obligations. There may even be times when refraining from voting a proxy is in the client's best interest, such as when the adviser determines that the cost of voting the proxy exceeds the expected benefit to the client." 17 1
In sum, rather than being required to vote all shares on all matters, an institutional investor is required to balance the cost of casting a vote on a particular matter-which includes the cost of analysis and casting the vote, as well as the risk the vote would reduce shareholder value-against the potential economic benefit to be gained by voting. If the investor concludes that the costs of voting exceeds the benefits, the duty is to not vote.
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Under this framework (and in light of the lack of consensus about governance best practices that would justify a one-size-fits-all voting approach), it is likely that a passive fund manager who votes under all circumstances would breach its fiduciary duty to investors, unless that fund manager is relying on information from an active fund manager housed within the same institution.
Perhaps all that is needed is for the SEC to emphasize once again that passive fund managers breach their fiduciary duties to investors when their voting creates costs in excess of the benefits. If passive funds knew that they could be subject to liability for uninformed voting, perhaps some would abstain more often.
It is likely, however, that something more is needed to deter passive funds from voting. This is because the institution may benefit from casting votes in shareholder elections, even when voting is not in investors' best interests. There are two motivations that may compel institutions to vote regularly. First, if the institution is perceived as being an involved and engaged steward, that will help funds attract assets and clients, especially from pension funds (a large and growing passive fund client) or other groups that view governance as a priority. 173 The fact that the Big Three increasingly tout their governance expertise in their -2011 -title29-vol9/pdf/CFR-2011 -title29-vol9-sec2509-08-2.pdf (last visited Mar. 12, 2018 . The release went on to explain: 'The fiduciary obligations ofprudence and loyalty to plan participants and beneficiaries require the responsible fiduciary to vote proxies on issues that may affect the economic value of the plan's investments. However, fiduciaries also need to take into account costs when deciding whether and how to exercise their shareholder rights, including the voting of shares. Such costs include, but are not limited to, expenditures related to developing proxy resolutions, proxy voting services and the analysis of the net effect of a particular issue on the economic value of the plan's investment. Fiduciaries must take all of these factors into account in determining whether . . . the voting of a proxy . . . is expected to have an effect on the economic value of the plan's investment that will outweigh the cost of exercising such rights." Id. marketing materials, in speeches,174 and in op-edsl75 indicates that they believe that creating an appearance of governance expertise will help them win clients. Voting is the least expensive, yet most visible, way to demonstrate involvement in governance.176
Moreover, there is a first-mover disadvantage to abstaining from voting-the market could view the decision to not vote as a signal of poor quality, especially when all other funds continue to highlight their governance abilities. In other words, unless all passive funds collectively gave up their voting rights, it is unlikely that any one institution would voluntarily choose to do so.
Second, and more cynically, an institution may view the role of key decision-maker as a powerful tool that can help it win points with another set of actual or potential clients: the companies that they invest in. If company management is a client of the institution, either because it invests employee 40 1(k) assets or utilizes other services, that institution will have a strong motivation to cast management-friendly votes in shareholder elections.
The Big Three are therefore unlikely to voluntarily abstain from voting without legal intervention. The Parts that follow propose several rules that would restrict passive funds from voting in shareholder elections. 
Eliminate Passive Fund Voting
The simplest proposal would restrict passive funds from voting their shares. 178 In other words, the law would treat a passive fund manager like a derivative holder when it comes to voting. , https://corpgov.1aw.harvard.edu/2015/06/24/getting-to-know-you-the-case-for-significant-shareholderengagement/.
[W]e are permanent shareholders. To borrow a phrase from Warren Buffet: Our favorite holding period is forever. We're going to hold your stock when you hit your quarterly earnings target. And we'll hold it when you don't. We're going to hold your stock if we like you. And if we don't. We're going to hold your stock when everyone else is piling in. And when everyone else is running for the exits .... That is precisely why we care so much about good governance. 178. To ease the burden of implementation, the rule would specify that restricted shares would not be counted in the denominator for quorum or director election purposes. In addition, the rule would not encumber the stock and thus devalue it-voting stock would continue to provide the holder with the right to vote, but the passive institution would be restricted from exercising that right. Finally, the rule could incorporate narrow exceptions to reduce the risk of abuse, such as allowing voting rights for corporate actions that would harm passive investors' economic interests.
F. William McNabb
There is a compelling legal rationale for such a law: a passive fund attracts investors on the basis of its ability to track an index. As such, active and informed voting will increase costs for investors without corresponding benefits and therefore would arguably breach the fund's fiduciary duty under ERISA. Likewise, a thoughtless, automated approach to voting would also be likely to harm investors. As such, the law would make all parties better off by restricting passive funds from casting uninformed votes.
The rule could employ a presumption that any fund that uses indexing as an investment strategy is a passive fund. That presumption could be rebutted, allowing the passive fund to be "certified" for voting, if the fund showed that its strategy incorporated meaningful portfolio company research-including ongoing monitoring and fundamental analysisand that its investment in governance is above a certain threshold (based on the fund's size). A passive fund could also be certified to vote shares of certain companies if it demonstrated that it had access to information generated by actively managed funds housed in the same institution. 179 To qualify, the passive fund would need to show that the actively managed fund had a meaningful investment in the shared portfolio company and that the active fund otherwise met the requirements for voting certification (i.e., that it met the monitoring, analysis, and investment threshold). Finally, a passive fund could retain its votes if it committed itself to "mirror voting" under all circumstances, which would require the passive fund to vote its shares in the same way as the other shareholders.
This rule would be relatively costless to implement because it would simply relieve passive funds of obligations rather than impose new ones. In addition, passive fund managers would be unlikely to oppose a rule that freed them from onerous governance obligations that have few benefits for their investors. i80 Moreover, a passive fund that wished to retain its voting power could do so by increasing its investment in governance. For this reason, the rule would encourage beneficial fund differentiation and make the market for funds more transparent: investors who cared about governance could choose a certified fund and pay a higher fee to support its governance efforts. Other investors who wanted nothing more than stable returns could invest in truly passive funds, without fear of paying for costly and potentially harmful voting efforts.
Of course, the primary benefit of this rule would be to diminish the voice of uninformed investors in governance, reducing the risk of market distortion. But by diminishing the voice of passive funds, the rule would also preserve the influence of 179. Many passive funds would likely meet this exception in light of the fact that they are often housed within the same institution as actively managed funds. But if the level of overlap declines with the rise of passive investing, the rule would greatly reduce the uninformed voting power of passively managed funds. Moreover, the exception might have the beneficial effect of encouraging institutions to maintain actively managed funds whose investments overlap with passive funds.
180.
The fact that the Big Three have vocally opposed the rising incidence of dual class structures casts some doubt on this claim. They have also participated in lobbying efforts to ban dual class companies from stock exchanges and stock indices, arguing that they are forced to buy nonvoting and low-voting shares because of their , https://www.wsj.com/articles/SBl0000872396390443749204578050431073959840 (discussing the controversy surrounding companies that issue shares with unequal voting rights). But this opposition has come from the leaders of the Big Three and is consistent with the theory that it is motivated by the institution's desire to retain influence, rather than an optimal strategy for the institution's passive funds.
informed investors by giving each active investor a proportional increase in voting power.
18 1 Although voting is only a part of the institutional investor's toolkit, the added voting power would improve active fund's efficacy in backroom conversations. It would also enable investors that are motivated to secure the long-term health of the company to determine the success of hedge fund activist campaigns.
Institute Pass-Through Voting for Passive Funds
The second proposal would not eliminate passive voting entirely, but would instead specify that voting power for "non-routine" matters would flow through to the passive fund's investors in a phenomenon known as "pass-through voting."182 This would mean that two groups of investors would control the funds' votes: institutions, such as pension funds like CalPERs, 183 as well as retail shareholders. The former group of investors are likely to be relatively sophisticated, engaged, and capable of exercising their vote in an informed manner, especially if they also own shares in the company through other active investments. The latter group of investors would be unlikely to vote because of collective action problems, providing a benefit similar to that of the first proposal-reducing the incidence of uninformed voting.
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There is some precedent in the law for pass-through voting: other investment vehicles, such as Employee Stock Ownership Plans, are required to pass through votes to plan participants. 185 In addition, mutual funds already have a voting mechanism in place for their own governance, and so the rule could simply require mutual funds to circulate proxy materials for portfolio companies using the same process. However, because passively managed funds involve pooled investments, the burden of passing voting authority for hundreds of companies to investors would not only be overwhelming for the fund, but also for investors. Restricting the rule to "non-routine" matters would help reduce this burden. The New York Stock Exchange (NYSE) provides a blueprint for such a distinction: under NYSE rules, brokers cannot cast discretionary votes for shareholders on non-routine matters, which are defined to include director elections, proposals to declassify the board of directors, proposals to eliminate supermajority voting requirements, and proposals enacting certain types of anti-takeover 181. Corporate insiders would also benefit from an increase in voting power, potentially worsening agency cost problems. However, except for the few shareholder proposals that passive funds embrace, the Big Three generally cast votes in favor of management. Therefore, omitting the passive fund vote would more likely decrease management's influence over governance in most cases.
182. See, e.g [Vol. 43:3provision overrides.186 Similarly, a pass-through voting rule could mandate that votes for non-routine matters would pass through to investors.
This version of the rule would have another benefit. Because the passive fund would also be likely to pass implementation costs on to investors, this rule would make passively managed funds slightly more expensive, and thus, slightly less appealing relative to actively managed funds. In this way, the rule could somewhat ameliorate the free rider problem and staunch the flow of assets from active to passive funds.
Institute Pass-Through Voting as a Default
Finally, a rule could provide for pass-through voting on non-routine matters, such as a default, allowing investors the option of reassigning the proxy back to the fund.187 The primary benefit of this version of the rule is that it would foster competition and differentiation in governance activity across passive funds. Certain passive funds might invest in monitoring and analysis so as to market themselves as governance experts and attract not just investors, but their votes. Moreover, institutions that house both passive and active funds will be more likely to recognize the value of active fund stewardship if it helps the institution secure greater voting power.
A passive fund could also attract investors and votes by developing governance expertise in a certain area. And although passive funds that invest in governance would likely charge higher fees than truly passive funds, investors who care about good governance would be more likely to tolerate them. If this seems implausible, consider the modest success of social responsibility funds, which attract investors by selecting portfolio companies based on certain criteria, such as a commitment to environmentally friendly practices.188
For investors who want nothing more than low-cost diversification, there would be the option to invest in passive funds that also take a passive approach to governance. The investor who chooses such a fund would likely hold on to her vote-default rules tend to be sticky -89and abstain from voting. In other words, this rule would ensure the votes that are the least likely to be the product of informed thinking are also the least likely to be cast.
Any of these simple and low-cost rules would diminish the uninformed voting power of passive funds in governance and thus preserve the voice and influence of active and informed investors. But there are other benefits. By restricting the governance activities of 187. The rule would be drafted in such a way as to avoid the possibility that funds would evade it by adding a standard clause to every share purchase agreement that reassigned voting authority back to the fund managers. As an example, the rule could require the active assignment of voting rights by investors. passive funds, these proposed rules would increase the visibility of benefits provided by active funds. In this way, these rules would improve market transparency, enabling investors to distinguish between funds with governance expertise and those that offer nothing more than the opportunity to make low-cost, and stable market returns. They would also make it easier for active funds to attract investors who care about governance and make it harder for passive funds to free ride on their investments in stewardship. 190
Does Socially
At first glance, these rules appear to be an extreme departure from our system of shareholder democracy. Traditionally, shares of common stock include economic rights, as well as a right to vote that is proportional to share ownership. But shareholder democracy is not a political democracy where every person has a constitutional right to vote. Instead, voting rights are generally allocated on a per share basis-in other words, voting power grows with an individual's stake in the company. And for over a century, permissive corporate codes have allowed companies to depart from the one-share-one-vote default and even deprive classes of stock of voting rights.
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Nor does the right to vote in a shareholder election further participatory or civic interests. It originated as a protection for the residual claimants and has been justified as efficient because it allocates voting control to those who have the best incentives to use their vote to maximize the firm 's value.192 In other words, voting is instrumental to corporate welfare only, and there is therefore a principled basis for depriving uninformed shareholders of the right to vote if doing so would improve firm efficiency. 193 But how could one of these proposals be enacted into law? The SEC is an obvious candidate because regulation of the proxy process is a core function of the agency. However, the SEC's only effort to regulate substantive voting rights was struck down by the D.C. Circuit in 1990.194 During the 1980s, as companies began to recognize the power of dual class stock schemes to defend against hostile takeover bids, the SEC responded by adopting Rule 19c-4, which effectively prohibited public companies from issuing securities or taking other corporate action nullifying, restricting, or disparately reducing the voting rights of existing shareholders. 195 It did this by adding a new rule to the listing standard of each national securities exchange and securities association.
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The SEC had argued that it had the authority to adopt the rule based on Securities Exchange Act § 19(c), which permits the agency to amend exchange rules provided that the action furthers the Act's purposes. The SEC contended that § 14(a) of the Act embodied the purpose of protecting shareholder democracy. The D.C. Circuit disagreed, ruling that § 14(a) did not give the SEC power to regulate substantive aspects of shareholder voting, but only to regulate the procedures by which proxy solicitations are conducted, as well as proxy voting disclosure.
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The Supreme Court did not review that decision, but the Court had previously made clear that it views the substance of corporate voting rights as solely being a matter of state concern. In CTS Corp. v. Dynamics Corp., the Court explained, "No principle of corporation law and practice is more firmly established than a State's authority to regulate domestic corporations, including the authority to define the voting rights of shareholders."l98 Accordingly, without a clear expression of congressional intent, it is unlikely that the Supreme Court would uphold a federal agency's enactment of a law governing the substance of shareholder voting rights.
But the Securities Exchange Act's preference for shareholder democracy is intended to protect against the "control of great corporations by a very few persons."l99 When the equal allocation of corporate voting rights has the potential to empower a small number of institutions and risk market distortions and wide-scale economic harm, it may be appropriate for the federal government to step in. And federal intervention is likely the only option: corporations would be unlikely to voluntarily amend their certificates of incorporation to restrict the majority of their shareholders from voting, and states could not be counted on to require such a restriction that might cause large institutional investors to flee to other states.
B. The Difficulty ofIncentivizing Beneficial Investment in Governance
Thus far, in considering how to address the agency cost problem, regulators and scholars have proposed reforms aimed at incentivizing large institutional investors to be responsible stewards of their investments. For example, the SEC justified rules imposing proxy voting disclosure obligations on mutual funds on the ground that such rules would "encourage funds to become more engaged in corporate governance of issuers held in their portfolios." 200 These rules have not had this intended effect-instead, it appears that disclosure obligations have merely increased pressure on mutual funds to vote all shares, an enormous task that makes it difficult, if not impossible, to cast an informed vote in all cases.201 The rules also failed to address the collective action problem that discourages mutual funds from investing in governance. Thus, any future reform aimed at encouraging institutional investor engagement would need to tackle this incentive problem head on. One possible reform could be modeled after the derivative suit, the traditional corporate tool used to combat agency problems within a corporation. The derivative suit was intended to reduce conflicts between managers and shareholders by allowing shareholders to pursue claims on the behalf of the corporation.202 The classic case is an action for a breach of fiduciary duty against corporate directors: the directors cannot be expected to cause the corporation to sue themselves, and so the derivative action allows the shareholders to take over the litigation and prosecute on behalf of the corporation. If the suit confers benefits to the corporation and its shareholders, the shareholder plaintiff can recover attorneys' fees and expenses from the corporation,203 which reduces the problem of other shareholders free riding off of the efforts of the shareholder plaintiff. 204 Like the shareholder who brings a beneficial derivative suit, a fund that invests in governance at a portfolio company secures a benefit that all shareholders desire but are not willing to pay for. Therefore, a rule providing expense reimbursement for shareholders who intervene in governance and secure a benefit would make stewardship more appealing for institutional investors.
Currently, our regulatory system does the opposite-regulators penalize actively managed funds that invest in monitoring and governance by scrutinizing management fees. These policies are well-intentioned, as there is ample evidence of funds levying inappropriately high fees to take advantage of uninformed investors.205 But scrutinizing fees is a blunt tool for policing abuse, and a rule that would allow a governance intervenor to recoup expenses associated with a beneficial intervention would reduce the risk of unintended consequences caused by regulatory scrutiny. It would also improve the competitiveness of funds with governance expertise and thus staunch the flow of assets out of those funds.
Such a rule could define a reimbursable governance intervention to be an action that results in a policy change that substantially benefits the company. The benefit could be demonstrated by a sustained (at least a year) boost in stock price following the intervention. The intervenor would receive costs associated with that intervention, limited to research costs incurred no more than one month prior to the intervention, as well as the costs of meeting with management, voting, or waging a proxy contest. Those costs could not exceed the benefit to the corporation.
Although this rule would incentivize governance interventions, it would do so at a lower than optimal level. This is because a fund would only be able to recoup a fraction of the costs, because interventions generally require sustained, finn-specific monitoring and the development of governance expertise over many years. Relatedly, it would be difficult to quantify the costs and the long-term benefit of the intervention, and therefore the rule would likely generate expensive litigation.
One might suppose that awarding a portion of the benefit from the intervention, rather than the cost, would address some of these concerns. As an example, the SEC's whistleblower program provides a monetary reward for "high-quality original information that leads to [an] enforcement action in which over $1,000,000 in sanctions is ordered."
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The range for the award is 10% and 30% of the money collected.207 If a shareholder (or a group of shareholders) were able to recoup even 10% of the benefit of any governance intervention, this would greatly improve incentives to invest in stewardship.
But there are reasons why the law generally avoids benefit-based liability: it is very difficult to quantify the benefit, as well as determine causation. The latter determination would be particularly challenging in this context, where an activist investor may influence management by targeting a firm in the same industry, or making a threat to intervene. 208 In addition, the statutory definition of "benefit" would likely influence the type of intervention that is chosen, again risking governance distortions. Therefore, a rule incentivizing investors to be engaged owners would likely result in more costs than benefits. Dep't of Health & Human Res., 532 U.S. 598 (2001) . Instead, a court could only shift fees if the plaintiff secured a judgment on the merits or in a court-ordered consent decree. Id. In so holding, the Court emphasized the difficulty of determining the defendant's subjective motivation in changing its conduct-the catalyst approach was "clearly not a formula for 'ready administrability."' Id. at 609. A law allowing a plaintiff to recover a portion of the benefit from a governance intervention would create similar administrative difficulties.
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Another possible solution would be to regulate the proxy advisors that offer advice to passive funds. In fact, Congress is considering whether to mandate greater regulatory oversight of proxy advisors, proposing to require them to: register with the SEC; employ an ombudsman to receive complaints about voting information accuracy; disclose potential conflicts of interest; disclose procedures and methodologies for formulating proxy recommendations and analyses; and essentially provide companies with an opportunity to review and comment
V. CONCLUSION
In the past twenty years, the market for corporate influence has become an important force for managerial discipline. Yet, the rise of passive investing has the potential to dampen and distort this market, increasing agency costs and harming shareholder welfare. Although the amount of assets invested in actively managed funds is currently ameliorating the risk of distortion, the rapid influx of assets into passive funds may soon overwhelm this temporary balance. Lawmakers, therefore, should consider whether legal intervention is warranted.
At this time, it appears that a rule restricting passive funds from voting would offer the most benefits and generate the fewest costs. Although voting is just one tool used by institutional investors to influence management, the rise of passive investing will make it even more important. Active fund analysts are the primary drivers of meetings with management and the board; as their number decreases, institutional investor engagement will become less frequent and less effective. Accordingly, fewer battles will be settled in a backroom conversations, as many are now, and a greater number will be resolved in expensive proxy battles.
By restricting passive funds from voting, the law would reduce the risk of governance distortion created by the rise of passive investing. It would also preserve the voice of informed investors as a force for discipline and a safeguard against agency problems created by the separation of ownership and control. . But this regulation would significantly increase the costs of third party proxy advisory services without addressing the real problem: that third party proxy advisors lack any financial incentive in the outcome of their recommendations. And it would be difficult for Congress to craft a rule that would lessen that problem.
